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Innovative industries with relatively 
short product lifecycles – for example 
medical equipment manufacturers, 
telecoms suppliers or high-tech 
companies – consistently struggle 
with price erosion.

CONTINUED ON NEXT PAGE �

Is Price Erosion a Natural Law?
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Today many companies struggle 
with creating and maintaining 
a consistent pricing strategy 
for their products’ lifecycles. 

Unfortunately an undisciplined price-
setting approach can lead to price ero-
sion. But price erosion doesn’t happen to 
individual companies; it typically affects 
entire industries. What is price erosion 
and how is it caused?

In general, price erosion is a negative 
price realization in the market. For ex-
ample, price erosion can be measured on 
similar products or services in two com-
parable periods of time where the price is 
continually lowered.

This typically happens with products or 
services that are similarly equal, with-
out much differentiation. Customers are 
only willing to pay a premium if their 

perceived value of the product or service 
is higher, which occurs when companies 
haven’t clearly differentiated their prod-
ucts.

Additionally, other “me too” products 
lead to more and more competitors in 
the same market, with price wars as the 
common reaction to increase market 
share and revenue – at the expense of 
good pricing strategy. Offering discounts 
and lowering prices is the easiest solu-
tion, and continually improving prod-
ucts and driving innovation is consider-
ably more difficult. This is the only way 
to counteract price erosion and exploit 
the competitive advantage, at least until 
cheaper “me too” products are pushed 
into the marketplace.

Innovative industries with relatively 
short product lifecycles — for example 
medical equipment manufacturers, tele-
coms suppliers or high-tech companies 
— consistently struggle with price ero-
sion. Beyond value, it’s indispensable for 
companies to implement price erosion 
management capa-
bilities with tools to 
help them to identify 
the causes and to take 
action.

But how can you 
measure price ero-
sion? It depends on 
the market and prod-
ucts. Medical equip-
ment manufactur-
ers make their price 
realization numbers 
public. They use complicated formulas to 
calculate price erosion that can be con-
figured in a pricing tool. The tool is able 
to track trends down to business line, 
product family and even a single prod-
uct. A further requirement is that the 
products are generally the same for all 
customers over a certain period of time.

It’s more difficult in other markets where 
price erosion is not publicly communi-
cated. Additional complexity is added 

through configurable and customized 
products. For those companies, it’s hard 
to monitor or even recognize price ero-
sion.

All too frequently, the data analysis is so 
complicated and manual that companies 
only realize months later that they’ve 
earned less money — per CPU, per user, 
per kilobyte throughput, per storage unit 
or per license — even though they have 
possibly increased sales. Again, a solution 
can be found in software that analyzes 
historical data. Here are different ways:

1. Choose a key component — which 
is included in both products — and 
get an indication.

2. Normalize two projects, offers or 
products and thus make them com-
parable.

3. Standardize configurable products, 
which is a popular method. For ex-
ample, create default configurations 
for a given product range.

The third method above can be imple-
mented with pricing software, which 
enables companies to recognize price 
erosion. Since complex deals frequently 
consist of hundreds of products, sales-
people are often able to obscure actual 
price erosion. So, how can price erosion 
be monitored in these situations?

• Standard configurations are defined 
by product management and stored 
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in the pricing tool.

• The tool collects the historical 
prices for the default configura-
tions.

• For a given customer, the tool 
compares the previous price 
with the current price. You can 
then calculate pricing based on 
individual components or the 
standard configurations for an 
entire deal.

• An analysis shows cost erosion 
and price erosion on the time 
axis and generates simple trend 
charts.

• The pricing manager has the 
ability to compare this custom-
er with other peers in the same 
market to determine whether 
there is an unjustified discount 
or market price erosion.

• For a concrete customer offer, 
the pricing manager can automati-
cally copy prices and/or discounts 

to a template with the standard con-
figurations, so that price erosion for 
specific products or for the entire 

deal can be determined.

• This solution also helps avoid 
unintentional discounts for special, 
high-value items.

A different example of price erosion 
is the contractually guaranteed price 
reduction for products, which are 
often executed in long-term frame-
work contracts without even know-
ing the costs in one, two or three 
years. These contractually agreed-
upon price erosions are entirely dif-
ferent and have nothing to do with 
market-driven price erosion. Pricing 
best practices tell us that such con-
tracts should be an absolute no-go.

The bad news is that with continu-
ally shorter product cycles and more 
and more “me too” products enter-
ing the market, price erosion is seen 
in many industries. The good news, 
however, is that there are already 
solutions on the market that help 
companies monitor and manage 

price erosion.  

For a concrete customer 
offer, the pricing manager can 
automatically copy prices and/
or discounts to a template with 
the standard configurations, 
so that price erosion for 
specific products or for the 
entire deal can be determined.
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